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EDITORIAL DEPARTMENT NOTE 


In May of this year the members of the Boston Chapter 
listened to a debate on “Inventory Valuation and Business 
Profits.” At that time raw material prices were tending up- 
ward and one of the speakers in that debate, in pointing out 
that declines of inventory values were inevitable, remarked, 
“Such shrinkage of values may not seem very imminent, and it 
is quite possible that such declines won’t occur for several 
years.” But as we go to press with this issue of the Bulletin 
the newspapers carry daily stories of the current recession and 
if the current trend continues and past experience is a guide, 
market prices will be lower on December 31 when inventory 
values are arrived at for annual statement purposes. The 
present, then, seems an appropriate time to consider the argu- 
ments presented in the Boston debate by Albion R. Davis and 
Homer N. Sweet for the two bases of inventory valuation 
which were wider consideration. 

Albion R. Davis, who presents the case for a “stabilized” 
basis for inventory valuation, was graduated from M. ae 
with the B. S. degree in Mechanical Engineering in 1912. En- 
tering the automobile industry, he followed engineering until 
the beginning of the World War found him on the Chief 
Engineer’s Staff of Stone & Webster in Boston. During the 
war he was with the Ordinance Department of the Army. 
Following the war he joined the staff of Scovell, Wellington 
& Co. to engage in a variety of industrial engineering and ac- 
counting work. He left professional work to become Works 
Accountant for the Walworth Co. For the past nine years he 
has been Controller of the American Hide & Leather Co. For 
the past two and one-half years Mr. Davis has been Chairman 
of a special advisory committee of the Tanners’ Council of 
America which has been endeavoring to develop some suitable 
form of accounting which would tend to rationalize profits 
over the years of fluctuating prices. Mr. Davis is a charter 
member of N. A. C. A., and is at present Director of Member- 
ship Attendance for the Boston Chapter. 

Homer N. Sweet, who presents the case for the “first-in, 
first-out” basis of inventory valuation, is also a charter mem- 
ber of the Association. A graduate of Brown University in 
1907, he has been engaged in public accounting practice since 
1910 and is at present a Partner in Lybrand, Ross Bros & 
Montgomery. Since 1927 he has been a Lecturer in Account- 
ing at the Harvard Graduate School of Business Administra- 
tion. Mr. Sweet is a Past President of the Massachusetts 
Society of Certified Public Accountants. 
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INVENTORY VALUATION AND BUSINESS PROFITS 
THE CASE FOR A “STABILIZED” BASIS 


By Albion R. Davis, Controller, 
American Hide & Leather Co., Boston, Mass. 


|Z IS, perhaps, no more than right that we should first establish 

the importance of our case. Why do we feel justified in putting 
this subject of inventory valuation alongside of such vital matters 
as have commanded your attention at the other meetings of this 
year? Your time is valuable and there are many important topics 
in business and accounting today which are demanding your 
thoughtful consideration. Is this matter of the effect of inventory 
valuation on business profits just a bit of theoretical whimsy, or is 
it something which is important enough and practical enough to 
rate a place on your program. 


Relation of Profit and Loss Experience to Raw Material Price 
Changes 


| I know of no better way to begin, in establishing our case, than 
to ask you to consider for a moment the first chart (at the end of 
this article) showing the profit and loss experience of four leading 
tanning companies during the period from 1926 to 1935. In 1932 
| these companies showed a combined loss of over six million dol- 
lars. The next year, in 1933, this had changed to a profit of six 
million only to swing back to a loss of two million the next year. 
In another year this had changed again, and there was a profit 
of nearly four million. We could use other industries for pur- 
poses of illustration, and the showing would be more or less the 
same. 

Against this chart of yearly profit and loss for these tanning 
companies, we have plotted the yearly changes in prices of raw 
materials in the tanning industry. Please note that every year in 
which prices were less than in the previous year a loss resulted, 
while with one exception every year in which prices were higher 
than the year before a profit resulted. This is not just an acci- 
dental correlation. Under the “cost or market” concept of ac- 
counting it is a case of cause and effect. Rising prices produce 
profits and declining prices produce losses. 
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If you were familiar with the tanning industry as a whole and 
these four representative companies in particular, you would 
know that during these years of widely fluctuating results, the 
physical volume of operations has been practically constant. It 
happens that shoe production, which is the outlet for leather, varies 
relatively much less than most industries. From top to bottom of 
the recent depression shoe production dropped only about 15 per 
cent as against 35 to 45 per cent in many lines and even 65 to 75 
per cent in others. Of the major commodities only sugar con- 
sumption showed more stability than shoe production. Therefore, 
volume was not the factor which caused these differences in 
income. 

On the other hand, these four companies were operated by 
established management groups throughout this period of years. 
If these groups were good one year, they were just about as good 
in the other years. If bad, they were just about as bad every year. 
Certainly these fluctuating results are not the reflection of any 
such fluctuation in managerial ability. 

If this situation existed in only the tanning industry we would 
hardly have the temerity to claim your attention this evening. But 
a more or less similar picture is found in practically every industry 
where there are fluctuating prices and where the time element in- 

: volved in procuring raw materials, in processing, and/or in dis- 
tribution necessarily results in a slow inventory turnover. 

Definite evidence of this situation is found in the gyrations in 
the stock market of the companies in the so-called “inventory” in- 
dustries. Corporations which are never considered for investment, 
because of their poor earning record over the long pull, are hunted 
out and speculated in for short periods whenever a rise in com- 
modity prices is anticipated. On the other hand, stocks in excel- 
lent, well-managed companies of the inventory group are apt to be 
the first to be dumped overboard when it looks as if a sharp de- 
cline in raw material prices is coming. 


Effect on Dividend Policy and Practice 


But all of this, in itself, is not very serious. Suppose the profit 
curve in companies necessarily carrying large inventories does 
waver all over the map. Suppose fluctuating profits in these com- A 
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panies do provide ammunition for crazy movements in the stock 
market. Why should this concern us particularly? 

It is the unfortunate reaction which results from this situation 
that is so disturbing and distressing and demands our attention. 

Perhaps one of the most obvious difficulties confronting an in- 
ventory company showing such unstable earnings is the matter of 
dividends. In the first place there is the very serious problem of 
determining the proper amount of dividend that can be declared 
with any degree of regularity. But worse than this is the problem 
of actually paying these dividends. On a rising market a company 
shows large profits and distribution of earnings is naturally ex- 
pected. However, the increase in prices necessitates the use of 
more of the company’s cash in maintaining inventories unless op- 
erations are curtailed. In many companies thus affected, the only 
time there is any cash with which to pay dividends is when huge 
losses are being indicated. No wonder the treasurers of such 
companies grow old and gray before their time. 

In many instances the result is that an insufficient amount of 
earnings over the long pull is distributed so that too much is avail- 
able for use in plant expansion, etc. If you will check up, you will 
find that most of the industries suffering from excess productive 
facilities are those in which large inventories are involved. 


The Problem of Taxes 


Then there is the problem of taxes. No well-meaning, right- 
thinking company objects to paying its proper share of the tax 
burden. On the other hand, no one likes to carry more than his 
fair share of the load. The inventory companies, because of such 
wide fluctuations in earnings, are often required to pay excessive 
income taxes. Many companies which, in the main, have iost 
money, and whose surpluses have been seriously depleted, have 
in a certain few years of rising prices been forced to pay more 
income taxes than some continuously successful companies of 
similar size would pay over a long period, simply because of the 
difference in size of inventories involved. Such a situation is 
grossly inequitable. With the elimination of the former loss carry- 
over which gave some partial relief, this situation is now intol- 
erable. 
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While this inequity with regard to income taxes is a very seri- 
ous matter, it is not as bad as the situation with regard to the 
undistributed profits surtax contained in the Revenue Act of 
1936. As stated before, the company with heavy inventories is 
apt to require all its cash on a rising market to take care of the 
increased cost of its raw material purchases. Even if cash is avail- 
able or some non-cash equivalent for dividends is used, no com- 
pany in its right mind would want to distribute anywhere near all 
of its profits during such a period. Taxation of undistributed 
profits under such circumstances is simply confiscation of capital. 

Business is undoubtedly in for more and more stringent gov- 
ernmental regulation and increasing taxation. Profits will, in most 
instances, be used as an index for such matters on the general 
theory of the ability to pay. Labor expects to share in profits, and 
probably will, either through government edict or through its own 
organized efforts. Some degree of socialization is probably in- 
evitable, and business profits will be taxed directly or indirectly 
to help pay the bill. The proper determination of net profits is 
rapidly assuming an importance which makes it a life and death 
matter to both management and stockholders. 


Psychological Reaction to Fluctuating Income on Part of Man- 
agement 


But perhaps the most serious, if not the most obvious, difficulty 
in connection with this whole matter is the psychological reaction 
on the part of management to such apparently fluctuating income. 
A big profit one year, a big loss the next. How can management 
plan intelligently under such circumstances? Perhaps in connec- 
tion with every phase of a business there has been marked im- 
provement. Manufacturing costs have been reduced, sales have 
been increased, service has been improved, personnel has been 
strengthened, quality has been raised, etc., etc. Yet a year of 
profits is followed by a year of losses simply because of drastic 
inventory adjustments necessitated by declining prices. 

Executives and stockholders are human beings—creatures of 
emotion primarily. Over the years there has been built up an 
increasing regard for financial statements, and particularly for the 
audited figures at the end of the year. Unconsciously, one of the 
first reactions to these figures is that they are a measure of man- 
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agerial ability. Not only do the stockholders and the public feel 
this way, but also the executives who are involved. The effect of 
widely fluctuating results from year to year, such as are now 
prevalent in companies with large inventories, is most unfortunate. 
In many instances careful and capable managements are tem- 
porarily discredited and changes made in personnel which are not 
warranted by the real facts. On the other hand, probably in a 
larger number of cases, incompetent executives are unduly re- 
warded for apparently successful results when in reality they 
failed by a wide margin to realize all that should have been at- 
tained. Even when directors and stockholders are not so misled, 
the conscientious executive becomes disturbed and even dis- 
traught, and his judgment is impaired. He may understand the 
situation thoroughly and know that the indicated results do not tell 
the real story, but as long as he is human he cannot help but be 
affected. 

It is in this connection that we, the proponents of a different 
method of accounting for profits, make our most decided claim for 
your consideration. Accountants as a group should spend more 
time and thought on improving the basic concepts of their work 
to the end that reported financial results may be made a truer 
index of actual results. We have been too prone to strive for 
fourth-decimal-place accuracy while we should have been more 
alive to the changing aspects and increasing problems of business. 
Robert H. Montgomery of Lybrand, Ross Bros. & Montgomery, 
in a recent edition of his book, Auditing Theory and Practice, 
makes the statement that accounting practices should be in con- 
formity with successful business methods. 


Historical Acceptance of “Cost or Market” Concept 


If we stop to review for a moment the history of accounting, it 
is easy to see why the “cost or market” concept has been so readily 
accepted. 

The earliest use of accounting was in connection with the set- 
tling of affairs when a person of importance died and an orderly 
disposition of his possessions had to be made. Later on account- 
ing was used in connection with joint trading operations in the 
Mediterranean as a means of establishing the individual interest 
of all concerned at the end or close of each separate undertaking. 
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Eventually business became established on a more permanent 
basis and operations assumed some semblence of continuity in con- 
trast to being just a series of ventures, each distinct in itself. This 
brought up new problems. Previously the books of account were 
only closed at the end or close of an activity when practically a 
complete liquidation of affairs was effected, and a definite basis of 
valuation was therefore available. With business operating con- 
tinuously such natural closing points and such definite valuations 
no longer existed. Gradually it became common practice to close 
the books at the end of each season or calendar year. In the 
absence of actual liquidation, estimates of realizable values at the 
moment were used. These values were based largely on personal 
judgment and sometimes were dictated by expediency. 

As business continued to become more generally established 
and as bank or outside credit came into the picture, it was neces- 
sary to develop more definite concepts for these estimated realiz- 
able values. Public ownership of business further increased the 
need for universally acceptable standards of valuation. The lower 
of cost or market for valuing inventories was gradually adopted as 
a safe and reasonable basis for general use. 

Slowly but surely over the years there has evolved a really basic 
change in business. Whereas in the early days a business was a 
relatively short-term affair which could and would be closed when 
the particular undertaking was finished, today a business is nor- 
mally expected to persist continuously. The term “business estab- 
lishment” has largely taken the place of “business venture.” But 
accounting has still clung tenaciously to its early conceptions, and 
we are still using methods which are but a pernicious hangover 
from the days when liquidation values were of primary concern. 


Inadequacy of the “Cost or Market” Basis 


The utter inadequacy of “cost or market” is perhaps best 
brought out in the findings of William R. Donaldson as reported 
in the N.A.C.A. Bulletin of October 15, 1933. Mr. Donaldson 
distributed a questionnaire to members of the New York and 
Brooklyn chapters in an attempt to obtain a “consensus of opinion 
on important points in pricing and treating inventories.” The 
answers merely confirmed Mr. Donaldson’s own convictions which 
he expressed as follows: “In the writer’s fourteen years of prac- 
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tice as a public accountant he has reviewed hundreds of inven- 
tories in many and varied industries and has found that the con- 
cepts of “cost” and of “market” actually employed are widely 
diverse—so much so that thousands, even millions of dollars, 
higher or lower, would result in using one concept as against an- 
other. Practices followed in one enterprise in an industry are quite 
dissimilar to those of another enterprise in the same industry. 
Each contends that its concept of pricing is correct and the other 
wrong. Some companies are decidedly conservative and keep 
values as low as they dare, deducting reserves against inventory 
for all sorts of contingencies ; others lean toward liberal, almost in- 
flated, valuations. Yet each company can with logic defend its 
prices as representing “cost” and “market.” Public accountants 
have become used to this situation and recognize that a wide zone 
exists in which prices may swing and still be acceptable as proper 
in stating that invéntories are “at cost or market, whichever is 
lower.” 


Increasing Importence of Operating Results 


Today the proper conservation or stewardship of invested cap- 
ital is largely taken for granted and attention is focussed instead 
upon operating result.. The regular and continuous earning ca- 
pacity of a business is now of more real interest than its net worth. 
Check up almost any investment manual on either stocks or bonds 
and see how much space is given to earning records and earning 
prospects in comparison with that given to reporting tangible 
assets. 

Management today must of necessity be as much concerned with 
the potential possibilities for the future of a business as it is with 
the results of current operations. A really healthy business is one 
that can continuously plan ahead with real assurance. Such assur- 
ance can exist only when all inherent difficulties have been ade- 
quately and realistically discounted in advance—discounted not in 
the back of somebody’s head perhaps, but actually discounted in 
the official financial statements of the company. 

Among the difficulties which should be so discounted is the in- 
evitable decline of inventory values if they don’t happen at the 
moment to be at bedrock levels. Right now, in the spring of 
1937, such shrinkage of values may not seem very imminent, and 
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it is quite possible that such declines won’t occur for several years. 
So it seemed in 1926, 1927 and 1928, but in 1931 and 1932 inven- 
tory values had not only shrunk—they were positively shriveled. 
Except for the effect of devaluation, these low prices will be ex- 
perienced again and again and again. 

Each time these low prices reoccur the companies with large 
working inventories will show tremendous losses. They cannot 
escape them. Even if price declines are accurately anticipated, there 
is nothing that can be done about it except to drastically curtail op- 
erations, which in many instances would be suicidal. Even if such 
curtailment in operations could be made without upsetting cus- 
tomer relations or crippling established sales markets too much, it 
is expecting a good deal of executives to take such a step at just 
the time when demand for goods is the most insistent and profits 
are apparently the most satisfactory. History will continue to re- 
peat itself and losses will be sustained. If large surpluses have 
been created in advance, they will be depleted. If earnings have 
been distributed, equally large deficits will result, provided the 
companies affected can stand them. 

Why not face the real facts and discount these unescapable 
losses on our financial statements right now, and then keep them 
so discounted on every statement issued in the future? 


Possible Effect on Whole Business Economy of Suggested Method 


In a nut shell that is all we ask. The particular accounting tech- 
nique to be used is not so important. The main thing is to be 
thoroughly convinced that this concept of discounting inherent po- 
tential inventory losses at all times in our financial statements is 
not only sound common sense but plain, forthright honesty. Once 
you get this feeling in your bones you will never want to issue re- 
ports again based on “cost or market,” because to do so is to mis- 
lead management, stockholders, the banks and the public. 

I shall not ask you to go further with me than this as far as the 
philosophy of inventory valuation and business profits is con- 
cerned, but if your imagination is not too moribund, it is easy 
enough to see where the general acceptance of this concept might 
have a very definite corrective effect on our whole business 
economy. The intensity of our repetitive booms and depressions 
might be lessened, and business might even become such a sta- 
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bilized social institution that within it would be found that social 
security for every one which is so desirable and so much needed 
in this old world of ours. But I suppose we must be practical and 
stick to business and leave the idea of achieving a better society to 
the long-haired zealots and the politicians. 


Inventories Consist of Two Parts—Normal and Speculative 


Before considering the accounting modus operandi of stabilizing 
inventory valuations, we must consider for a moment the two 
parts or elements found in almost every inventory situation. I am 
referring to the normal stock, which is essential to ordinary nor- 
mal operations, and to the speculative part, the purpose of which 
is entirely different. 

In any company there is some more or less definite quantity of 
working inventory which can be considered as normal or average 
based upon the facts of past experience, manufacturing and mar- 
keting facilities, established position in the industry, legitimate 
share of the business available, ability of the management, work- 
ing capital including regular credit lines, etc. These normal in- 
ventories are what must be maintained practically at all times, re- 
gardless of market fluctuations, if the individual company is to 
maintain its standing or position in the industry. Collectively 
these normal inventories represent a basic stock in trade for the 
industry, which is essential to the proper fulfillment of that in- 
dustry’s function in business and society. Furthermore, these 
normal inventories in the aggregate represent the basic quantity 
which at regular rates of turnover should provide, through the eco- 
nomic profit margin thereon, an adequate return for the capital 
invested. 

Inventories in excess of or less than these normal quantities, 
introduce the element of speculation. Long positions are entered 
into to make extra profits and short positions for the purpose of 
saving costs to gain the same end. Speculation is usually for short 
periods, and more or less complete withdrawal from a speculative 
position is possible at any time in anticipation of a change in price. 
Therefore, there is not the same need for discounting possible 
losses in connection with speculative inventories that there is for 
normal inventories which have. to be maintained at all times re- 
gardless of price fluctuations. 
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Speculative inventories should, however, be segregated on the 
balance sheet. Normal inventories are, to all intents and pur- 
poses, a fixed asset and properly should be carried as such. Nor- 
mal inventories are not current assets since they are not available 
for conversion into cash at any time unless normal operations are 
to be curtailed. A speculative position on the long side can be 
liquidated if necessary, and such inventories are properly, there- 
fore, a current asset. A short position, unless working capital has 
been impaired, will be offset by the equivalent cash which has not 
been used and should, therefore, be indicated as a reserve against 
current assets. 


Segregating the Two Elements 


But first we must segregate these two elements. Speculation is 
seldom a matter of specific purchases and sales. It is the taking of 
a long or short position resulting from a feeling of optimism or 
pessimism on the part of the management. Speculation starts 
when purchases are first expanded or contracted in any way which 
results in the total quantity of inventory becoming more or less 
than normal. Speculation continues as long as more or less than 
normal inventories are carried, and ends when such purchases are 
made as will result in a normal quantity again. Thus at any given 
time speculative inventories, either plus or minus, are completely 
merged with normal inventories and cannot be specifically segre- 
gated. Therefore, the physical measure of inventory speculation is 
the quantity by which the total inventory on hand is more or less 
than normal. Expressed in dollars and cents, this speculation 
equals this difference in quantity, plus or minus, extended at the 
average unit cost of the total inventory. 

Now that we have segregated our total inventory value into 
these two parts, we can easily reduce the normal inventory to a 
value which discounts any possible future losses while leaving the 
speculative inventory at cost. The loss resulting from reducing the 
normal inventory to a permanent base price, is a capital ‘adjust- 
ment and should be charged to surplus in the same way that any 
other capital inflation would be handled. This adjustment repre- 
sents profits which have been reported but which are not real be- 
cause they are not permanently owned, since they must be given up 
in the form of losses on the next price decline. If you insist on 
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“having your cake and eating it too,” you may set this up as a 
deferred charge and write it off later as necessary. This will not 
disturb the surplus account and yet the working capital accounts 
will be deflated to the point where excessive dividends can’t be 
distributed without full knowledge of what is being done. 

By keeping the normal inventory constantly at this reduced or 
basic value, current sales will be costed with current purchases 
and the loss or gain from normal operations will always be the 
quantity of goods sold multiplied by the profit margin existing at 
the moment between selling and raw material prices. The loss or 
gain from speculation will be picked up currently in profit and loss 
as speculation is consummated. 


“The Normal Inventory Reserve Method of Inventory Operation” 


This may be a little clearer if we take up the actual mechanics 
of a plan which works along this line and then analyze the results 
obtained in connection with a particular given set of conditions by 
applying this plan and several others including “cost or market.” 
The particular plan which I am going to describe I shall call, for 
lack of a better name, the “Normal Inventory (or Stock) Reserve 
Method of Inventory Accounting.” 

I have prepared, as shown on the exhibit entitled “Hypothetical 
Set of Inventory Operations,” the figures for a complete cycle of 
operations which it is assumed repeats itself indefinitely. Sales 
each period are uniform in quantity and are always above current 
costs. Speculation, both long and short, is carried on at a profit. 
Since we end up in this cycle at exactly where we started as far 
as prices and inventory quantities are concerned, and since the 
prospects for the future are also the same, the net profit is unde- 
niably the difference between sales and purchases. The conditions 
portrayed on this exhibit are perhaps absurdly simple and idealis- 
tic, but they are a complete whole and provide a real proving 
ground on which to test out any method we may care to consider. 


Balance Sheet Display 

The exhibit entitled “Establishing and Carrying Out Normal 
Inventory Reserve Method” shows in the first balance sheet how 
we would probably find the opening conditions on the books of 
many companies at the end of the previous cycle, but before the 
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auditors had arrived. The only difference is that we have segre- 
gated the speculative and normal inventories. Obviously the in- 
ventories must be reduced. The auditors will insist on “cost or 
market” to eliminate this inflation. Instead we will stick to our 
new concept of valuations and reduce the normal inventory to a 
base price with the result as shown in the second balance sheet. 
The auditors may wonder what it’s all about and insist on putting 
all of the inventory under current assets, but they can’t criticise 
our final figures. To save argument we will wait until the auditors 
have signed our statement and gone home before we go any 
further. However, before we start accounting for current oper- 
ations in the new cycle, we will make one simple little change in 
our accounts and without disturbing surplus we will indicate these 
opening conditions according to the third balance sheet. 

This setup may seem a little strange, but the procedure followed 
in arriving at it is entirely logical. We may have to go through 
the explanations a few times to convince ourselves that it isn’t just 
hocus-pocus, but I am confident that we all come to the same con- 
clusion, namely, that this last balance sheet properly sets forth the 
conditions as they exist. 

The procedure as outlined will give us successive balance sheets 
at the end of each period, all of which will reflect the same fun- 
damental concept of inventory valuation. The balance sheet at the 
end will be the same as the one at the beginning except that our 
net worth has, as it should, increased by the difference between 
sales and purchases and our cash position is improved by exactly 
the same amount. This is all shown in detail on the exhibit entitled 
“Normal Stock Reserve Method.” The accumulated profit and 
loss curve graphically representing these results is shown as No. 9 
on the final chart. 


Effect on Reported Earnings 


We find that a reasonable profit is shown for each month and 
that at no time is there an accumulated profit in excess of that at 
the end. For no period is there shown a loss in spite of the fluctu- 
ations in market values as shown in the curve of raw material 
prices. 

If we carefully study this set of operations, it is obvious that the 
management consistently did a good job. They always obtained a 
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profit over current replacement in their sales. They speculated 
about as nearly perfectly as any one could. 

If we didn’t know anything about accounting traditions, I am 
sure we would all say that the results obtained under this new 
procedure were quite representative of what was really accom- 
plished and therefore a fairly true measure of the managerial 
ability displayed. At no time could the management become un- 
duly elated by unfortunate illusions of grandeur, or be subject to 
unfair or unwarranted criticism. What ideal conditions for man- 
agement to work under! 


Let’s Look at the Figures 


If we still are in doubt let us look back at the detail figures and 
see if our results are really sound. In the first place, please note 
the cash situation. At the end of each successive period we have 
arbitrarily set aside for dividend purposes an amount of cash 
equal to the net profit for that period. At the beginning of oper- 
ations the speculative inventory at cost was financed by bank loans 
or, to put it the other way around, the bank loans were secured by 
the speculative inventory at cost. Please note that at the end of 
each period where there are bank loans, they are similarly secured 
one hundred per cent by speculative inventories at cost which 
could be liquidated if desired without crippling the business. It 
is true that at times these speculative inventories are above market. 
However, with the degree of conservatism existing in the normal 
inventory, there is always adequate protection on the whole for 
the banks even if the cash which has been earmarked for dividends 
were all so distributed. On the other hand, whenever a short posi- 
tion in inventories is taken, the exact amount of cash which was 
not used in keeping inventories at normal is free and clear in the 
bank, ready for increased purchases whenever prices are attrac- 
tive. Finally our: auditors cannot object, for at all times our 
total inventories are well below either cost or market no matter 
how these might be figured. The amounts by which our closing 
inventories at certain times are below the lower of cost or market 
is perhaps rather startling. A little thought, however, will show 
that in the last analysis these amounts really represent just how 
far from being really safe and truly conservative we would have 
been, if we had stuck to the traditional methods of accounting. 
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Comparison with Other Methods 

Now let us see just how preferable these results under the “nor- 
mal inventory reserve” method are to what we should have other- 
wise obtained. The remaining two exhibits entitled “Comparison 
of Inventory Accounts Under Certain Various Accounting 
Methods” and “Comparison of Net Profit and Loss Accounts 
Under Certain Various Accounting Methods” have been prepared 
for this purpose. The basis of each different method is shown un- 
derneath the profit and loss figures. The various accumulated 
profits by periods are shown graphically on the chart exhibit pre- 
viously referred to. 


The “Last-In, First-Out’ Method 

Perhaps the only explanation needed, in addition to that given 
on the exhibits, is a word in connection with what I have called a 
literal interpretation of the “last-in, first-out” method which is now 
receiving considerable attention, particularly since it has been 
adopted by the petroleum industry. When you first hear about this 
method it seems very simple. In closing your books at any time 
you simply back up on your purchases, starting with the most re- 
cent, and when a quantity equivalent to sales has been reached, 
that is your cost of sales. However, it is not nearly so simple as 
that if the true result is to be obtained. You either have to take 
your opening inventory and use it forever after as a reservoir 
from which, at the unit values existing when you started, you 
borrow and to which you pay back differences in quantity between 
current sales and purchases ; or you have to figure the first period, 
and then the first and second together as a single period, and then 
the first, second and third together, and so on interminably with 
the differences between these successive totals giving the results 
for individual periods. Of course, what is actually done in most 
instances where this method is used, is that these figures are taken 
for interim reports, and then some figure adjusted by expediency 
is used at the end of the year and a fresh start taken for the next 
year. Not very clear cut or definite at best. 

No reference is made to any of the various so-called “base 
stock” methods of which the one used so enthusiastically for many 
years by the National Lead Company has received the most atten- 
tion. These methods all give practically the same results as the 
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“normal inventory reserve” method, but since their routine mech- 
anics of operation are based on more or less arbitrarily established 
procedures and not on a simple, straightforward logical concept, 
they seem to me to be less desirable. Furthermore, at times the 
journal entries become quite involved and hard to follow. These 
methods should not be ignored, however, as they have proved to 
be of great value to the companies using them. 


Use of Inventory Reserves 


Just a word should also be said about the companies like Swift, 
the large packers, who operate their accounts in the traditional 
manner and then at the end of the year, upon a vote of the direc- 
tors, set up inventory reserves to more or less completely discount 
any inherent future losses. Statistical side records are kept, some- 
what along the lines of the normal stock idea, to establish the 
proper amounts to be used in setting up these reserves. If faith- 
fully and conscientiously adhered to this plan will give the 
proper results at least as far as the annual statements are con- 
cerned. Interim statements may be misleading and there is always 
the danger that at certain times expediency may dictate as to 
whether the reserves shall be really adequate. 


Why Not Inventory Hedging? 


It will probably occur to some of you that inventory hedging 
would eliminate the fluctuations in income due to price changes 
and that therefore hedging is the right answer to our problem. The 
fact that in a few industries almost complete hedging has been 
continuously carried on for many years by the successful com- 
panies for just this purpose is excellent evidence of the desirability 
of rationalizing profits by eliminating the inventory gains and 
losses. The social and economic benefits resulting from a stabilized 
and reasonable price for a loaf of bread cannot be denied. Such 
benefits could not have been enjoyed if the large milling companies 
had not adopted some such procedure. However, successful hedg- 
ing requires a knowledge of how to hedge and also an established 
commodity futures market where real hedging can be carried on. 
Very few executives know how to hedge and there are a great 
many industries where no such futures market exists. It costs 
money to carry hedging accounts. It would seem that it would be 
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better to stabilize indicated profits by stabilizing inventory valu- 
ations. For a great majority of the inventory companies the ac- 
counting approach apparently offers the only hope of improve- 
ment. 

If the comparative profit curves shown on the chart exhibit do 
not show conclusively the disadvantages of the “cost or market” 
basis of accounting and the great advantages of some stabilized 
basis such as the “normal inventory reserve” method, then noth- 
ing that might be added to these remarks would be of much avail. 

We have established our problem, considered it from various 
pertinent angles, and offered a solution. All that remains is for 
you individually to think the matter through and then draw your 
own conclusions. All that we ask is that you forget for a moment 
your inhibitions and your prescribed accustomed ways of thinking, 
and then with an open mind see if this isn’t something that merits 
your further study and analysis. 

We trust that, by the time you may decide to change the ac- 
counting procedure in your own companies, the Treasury De- 
partment will have modified its regulations so that you will be 
permitted to report the same profits for tax purposes that you feel 
you must furnish your executives and stockholders. 
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ESTABLISHING AND CARRYING OUT NORMAL INVENTORY 
RESERVE METHOD 


Opening et gx Ay an actual cost basis—first in, first out—figures to be $196.00 
for a quantity of 1,500 at an average unit value of $0.13067. Taking 1,200 as a normal 
stock and 300 as speculative, and assuming that the . > hg quantity is financed by 
bank loans, then the opening condition is reflected as follows: 


Batance SHEET 


Current Assets Current Liabilities 

Inventories Bank Loans ...... ieeeteee $39.20 

1,200 @ $0.13067...... ++ $156.80 

300 @ 0.13067........ 39.20 Net Worth 

156.80 

$196.00 
$196.00 $196.00 
The market value of inventories is $150.00 or $46.00 less than writing the 


Batance SHEET 


5 Cones $39.20 
peculative Inventory an . 
300 @ $0.13067........ $39.20 
Fixed Assets Net Worth 
1,200 @ $0.09........... 108.00 
$147.20 $147.20 


Since the s lative —*, is at all times the difference between the total quantity 
and the normal quantity, then the speculative inventory in this last balance sheet can 
expressed as the difference between a debit account for the total quantity at average 
cost and a credit account or inventory reserve for the normal quantity at the same 
average cost. Conditions are then shown as follows: 


Batance SHEET 


Current Assets Current Liabilities 
Total Inventory at Cost $39.20 
1,500 @ $0.13067........ $196.00 
Less Normal Inv. Reserve Net Worth 
1,200 @ $0.13067....... 156.80 108.00 
Net Speculative Inv........ $39.20 


Fixed Assets 
ormal Inventory 
1,200 @ $0.09......... +. $108.00 


$147.20 $147.20 


P a establishing this set-up, current operations each period are accounted for as 
‘ollows: 
A—Charge all purchases at actual cost to “Total Inven at Cost.” 

B—Credit out t of Sales at actual cost on a first-in, first-out basis from ‘Total 
Inven at Cost.” 

C—Calculate new average unit value of “Total Inventory at Cost. : 

D—Adjust “Normal Inventory Reserve” so as to have the same average unit value 
as “Total Inventory at Cost,” and clear this adjustment to Profit and Loss either as a 
part of Cost of Sales or as a separate item called Normal Inventory Reserve Adjustment. 

Inasmuch as the adjustment of “Normal Inventory Reserve” is entirely a matter of 
price this can be accomplished by keeping this account in step with some representative 
market price index after making due allowance for the approximate average age of the 

Whenever there is no lation and total —— of inventories on hand is normal, 
then “Total Inventory at ”* and “Normal Inventory Reserve” will exactly offset at 
each ing, and current cost of sales plus reserve adjustment will equal cost of current 
purchases with net operating profits equalling the margin of sales over replacement. 
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ACCUMULATED P & L UNDER CERTAIN VARIOUS ACCOUNTING METHODS 


#. Cost or Market 
Double Entry Cost 


#2 Cost or Market 
Merchandise Account 


#3 Cost 


#4 & #5 Lest in, First out 
Lateral - 8 Closings 


#6 Last in, First out 
Lateral - 2 Closings 


#8 Cost of Sales at 
Replecement 


#7 Last in, First out 
Opening Inventory 
Reservoir or Accumuleted 
Difference 


60.00 49 Norms] Stock Reserve 


0.20 


Rew Meteriel Prices 
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THE CASE FOR A “COST OR MARKET” BASIS 


By Homer N. Sweet, Partner, 
Lybrand, Ross Bros. & Montgomery, Boston, Mass. 


A STRONGER case could hardly be made out for the base 

stock method than that which we have just heard from Mr. 
Davis. It was comprehensive, and was clearly and convincingly 
stated. 

What is my general attitude in approaching this question? With 
the progress in business and in methods of management that has 
come with other rapid developments, there has been real need for 
improving, from the practical standpoint, the methods of account- 
ing and the utilization of accounting. In accounting, questions 
have not been settled once and for all. 


Effect on Management Most Important 


The major test that I try to place upon the question before us 
is how it is likely to affect management. But by management, in 
this regard, I do not mean the mere running of a shop—not super- 
intendance—but management in the broadest sense, that looks to 
labor relations, to engineering science, to pricing policies, to rela- 
tions with customers. And in this day, we have to weigh relations 
with the government. I am thinking, too, of dividend policies ; not 
the declaration out of the showing of profits for a particular year, 
but the considerations making for a sound dividend policy over a 
period of years. Also of importance are decisions as to what ex- 
tent profits shall be used for plant extensions, for experimental 
research, for development of patents. How much should go back 
into inventory is but one of many questions confronting man- 
agement in determining what disposition shall be made of the 
profits. 


Real Not Make-Believe Stability Desired 

There is much to be said on both sides of the subject dete 
us, and I think it is quite appropriate that we have a referee on 
hand to adjudicate the discussion. Yes, I am for stabilization, 
not for a make-believe stability, but real stability as far as we can 
get it in the actual operation of prices and volume of production. 
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These are problems that you, as members of the N.A.C.A. and in 
your daily work, are primarily interested in because they touch 
upon methods of control as an aid to management. 

The base stock method probably grew out of the feeling on 
the part of managers that the fluctuations of raw material prices 
are wholly beyond their control, and that the losses that result 
from sharp declines in material prices are not to be laid to man- 
agement. We can all have a great deal of sympathy for manu- 
facturers in businesses using raw materials in large quantities that 
are subject to wide price fluctuations. The rubber manufactur- 
ing industry, for example, is, I suppose, one of the worst because 
the price of rubber has moved so suddenly and so far in its oscilla- 
tions. It is exceedingly difficult to manufacture rubber profitably 
over many years. It is much the same with textiles—cotton and 
wool—and I will not omit leather either, because I have a great 
deal of sympathy for the task of management in that industry. 

I would point out that Mr. Davis’ proposal is not so new as 
to be novel. Pricing the inventory as low as the probable lowest 
cost likely to be experienced has been in use for years to some 
extent. Of late the scheme has gained impetus because of income 
taxes and particularly the vicious surtax on undistributed profits. 


Should Price Fluctuations Affect Profits? 


One proposal advocated is that the gains and losses due to the 
rise and fall of prices of materials used in manufacturing ought 
not to affect the statement of profits at all. Now I am not quite 
sure that Mr. Davis goes that far, for he didn’t choose as an ally, 
Professor Slichter, who has an article in the last number of the 
Atlantic Monthly. He writes: “Most concerns permit inventory 
gains and losses to affect their statement of profits.” I imagine 
he means by an inventory gain the rise in the value of the raw 
material occurring between the date when the material is pur- 
chased and the date when the selling price of the product into 
which the material goes is fixed. He continues: “When prices 
rise, for example, the profits of the enterprise are swollen by in- 
ventory gains. This, of course, is ridiculous, because the inven- 
tory gains of this year are merely the basis for an inventory loss 
some other year.” Professor Slichter seems to regard business 
men as automatons. I hold to the view that the inventory loss in 
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some future year will depend not upon the inventory gain of a 
past year but upon the decisions of management as to the quantity 
of materials to be bought and as to when purchases shall be 
made, and that these factors are to a large extent within the con- 
trol of management. He concludes: “No concern should let 
inventory gains or losses affect its statement of current profits 
—inventory gains should be credited to a special reserve and in- 
ventory losses charged against the reserve.” 

The other proposal is that the normal stock shall be priced so 
low that a loss could hardly fall to the business in respect of that 
stock no matter what the fluctuation of raw material prices might 

later on. That is Mr. Davis’ method. He would price the 
normal stock so low that the chances will be that the market value 
of that stock will never fall below it. 

Those are the two schemes. I don’t accept either. Each is 
unsound in conception and neither solution is in the best inter- 
ests of efficient and responsible management. I am for the cost 
or market method—the lower of cost or market—in determining 
profits and in stating the inventory in the balance sheet. 

In matters of internal accounting, of course, separations of the 
elements of cost should be reported for the guidance of the de- 
partmental heads. For that purpose standard costs, for example, 
can be very useful and in some businesses it may be desirable to 
account for the increment or decrement in value of raw materials 
that has taken place during the period of manufacture. But that 
isn’t the problem before us. Our question is, how shall the final 
profits of the business be stated. My personal conviction is that 
in determining the final profits of an industrial company, the gains 
or losses realized in periods of rising or falling raw material 
prices should be included in the profit determination for any year. 


Some Leeway Needed in Application of “Cost or Market” 


Any rigid rule for determination of cost is bound, of course, 
to work out unfairly in particular businesses, and that is the 
difficulty with the Treasury regulation that the first-in, first-out 
rule shall hold in the case of intermingled stocks. Because condi- 
tions vary in different businesses, I think there ought to be some 
leeway for the exercise of individual discretion. A paper mill, 
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for example, using pulp wood in manufacture consumes the oldest 
wood first so that it will not rot away. The first-in, first-out 
rule seems to be in line with the physical conditions of that in- 
dustry. I don’t know what the conditions are in the oil industry 
which has adopted the last-in, first-out method, but there are busi- 
nesses that draw upon the latest stocks for the first sales. I think 
that, as far as good accounting is concerned, the determination of 
profits and cost should correspond as closely as possible with the 
actual conditions. The management should be free to select par- 
ticular stocks for processing or fabrication and the cost of ma- 
terials used should be charged into the cost of sales and thereby 
determine the profits. If the market value of any materials on 
hand at the close of the accounting period is below cost, the dif- 
ference should also be charged as a cost of operation for the 
period. 


Inventory Losses Should Be Reflected 


The gains and losses incident to fluctuating raw material prices 
are a part of the industrial game. In those industries we have 
been speaking of—rubber, textiles or leather—as well as in other 
manufactories, the results of the rise and fall of raw material 
prices should work into the determination of yearly profits. I find 
myself unable to accept the theory that some section of the in- 
ventory, called a normal stock, is a thing apart, a fixed asset to 
be differentiated from the stocks that are carried in excess of the 
so-called normal stock. What is bought, in what quantity, and 
at what time, are certainly functions of management, and ought 
not to be regarded as beyond its control. What is produced, 
the quantity and at what time and at what rate, are likewise im- 
portant functions within the control of management. Cost ac- 
counting and internal methods of control with which you are all 
familiar are aids to management in keeping purchases and pro- 
duction of different periods in balance and in relation to the trend 
of prices at the time. 

I think it is unsound policy for management to get into the 
frame of mind that a loss is inevitable, that it is bound to occur 
in spite of anything they can do. To write down the inventory 
substantially in order to bring it to the lowest price level that is 
likely to occur in the future, although there is no loss imminent, 
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not only belies the plain facts of the matter, but also makes the 
managerial role too smooth. The future loss, if it does occur, 
can be minimized to the extent that management, with the aid 
of planning and cost accounting, of inventory and purchase con- 
trol, succeeds in adjusting operations to the economic conditions. 
Of course, Mr. Davis has his answer to that, which you heard 
him give so forcibly. But I think that the task of management 
is to face the investment that it makes in inventory. What we 
want to know is how successful the management can be in the ad- 
ministration of that investment. As losses occur later on in a fall- 
ing market, the report of operations in that period should reflect 
the losses if we are to have a proper accounting of the accomplish- 
ments of the management. 


Are Inventories Fixed Assets? 


The proponents of the base stock method attempt to find a scien- 
tific basis for it. One explanation offered is that the normal 
stock is a fixed investment like machinery and may properly be 
given a different value than the other part of the inventory. I 
need only remark that while, in an economic sense, inventory and 
machinery are both capital, the inventory is for sale, but the 
machinery is for use. The investment in a machine is fixed; the 
investment in inventory or in any part of it is frequently chang- 
ing, as are the materials composing the inventory. We also heard 
Mr. Davis advance the argument that the ancient Mediterranean 
point of view of looking upon each voyage as a separate venture 
should not apply to inventories of the modern industrial concern 
because the consumption and replacement of inventory are one 
continuing operation, not a series of separate ventures. I cannot 
accept that argument. I think that with every purchase there is 
a fresh decision on the part of management. The management 
doesn’t necessarily have to go blindly ahead and keep a certain 
amount of inventory on hand all the time until they find it neces- 
sary to curtail operations or shut down for lack of business. They 
don’t have to repurchase at a particular time, if it seems the better 
part of business wisdom to postpone the purchase. The quantity 
they buy is not fixed; it is within the judgment of the executives 
to decide as to that. The replacement of raw materials consumed 
requires a new executive decision for every purchase. 
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Unsafe to Understate Inventories 


I think that the base stock method of pricing inventory so low 
that no future loss can be sustained by that part of the inventory 
is unsafe for a business concern in these days. I am not here to 
try to save the meeting, as Mr. Davis graciously said, but I am 
here to try to save manufacturers from the perils of unsound 
accounting. We are apparently on the verge of an era of price 
control and profit regulation in industry. The Guffey Act, 
passed only a few weeks ago, provides for a scheme of price regu- 
lation in the bituminous coal industry. One of the provisions in 
this Act is that the maximum price established for any mine shall 
be such as to yield a fair return on the fair value of the property. 
This principle may be a forerunner of other enactments for regu- 
lating prices and profits in other industries. I think it is against 
the interests of industrial companies to operate on the base stock 
method and represent their inventories, in the year 1937 and sub- 
sequently, at the 1932 price level which was much lower. If they 
did that, they would very materially understate the actual invest- 
ment. The low points for prices of leather and leather goods 
were 1914 and 1932. Eighteen years are a long time in which to 
be understating the inventory investment. I think it is far safer 
in these times for industrial companies to state their assets at the 
investment put into them. 

If I read one of Mr. Davis’ charts correctly, he would indicate 
in the balance sheet two different inventory groups, one for normal 
stock and one for the excess stock, and the price basis of each, so 
that one might calculate the extent by which the investment in 
the normal stocks has been marked down. But that is not a safe 
procedure as I see it, and I cannot believe that business men in 
competitive undertakings would care to adopt it. 


Logic of Understating Inventory Values 


Mr. Davis said there could be a startling amount of difference 
between the inventory values computed on the basis of cost or 
market, whichever is lower, and on the normal stock method. The 
difference is, indeed, startling. If all manufacturers in the United 
States were to adopt the normal stock method, and price their in- 
ventories in the current year, 1937, or at least the normal stock 
portion, at 1932 prices, I think their inventory investment would 
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shrink more than a billion dollars, perhaps nearly two billion 
dollars. That is too much investment to toss out of the balance 
sheet. That is not playing safe. Playing safe now-a-days is 
carrying the inventory at the amount of investment that was put 
into it, marked down only if the current market value of any of the 
items at the date of the balance sheet happens to be below the 
actual cost. 


Profits and Dividend Policy 


Mr. Davis gave us another interesting argument in favor of 
the normal stock method which is in the realm of the human and 
the social and economic benefits to be derived therefrom. For 
example, there is the claim that leveling off the humps, that is the 
word, of profits in the good years would be a wholesome matter in 
the influence it would have on the dividend policy of corporations. 
There are a number of bank credit men here tonight and I think 
that argument must have appealed to them, because if the di- 
rectors of corporations can be restrained somewhat in the dis- 
bursement of dividends in years when they feel that they have sub- 
stantial profits, that policy might tend to diminish the credit 
risk. My only answer to that is that there are a number of 
factors to be taken into consideration in the declaration of divi- 
dends. As I said at the outset, one of the functions of manage- 
ment in the broadest sense is the determination of a sound divi- 
dend policy over a period of years. I haven’t much faith in a 
management or board of directors that looks only to the profit 
result of a single year in deciding what amount of dividends shall 
be paid out. For example, is there opportunity and need of plant 
extension ahead for which the company ought to conserve profits 
or is the program to be financed through the issue of additional 
securities? Some of the profits need to be conserved, no doubt, 
for working capital. Of course, the Federal surtax on undistrib- 
uted profits, with its very arbitrary incidence, is an exceedingly 
difficult matter to cope with. It is, in my opinion, unsound and 
ought to be repealed. It practically forces a number of corpora- 
tions to disburse large amounts in dividends that they ought not 
to pay out and would not think of paying out if it were not for 
the effect of the surtax. I cannot make any excuse to you for the 
surtax on undistributed profits. 
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Effect on Investors and Business in General 


We have also heard the claim that the base stock method would 
tend to engender confidence among investors and, therefore, 
would be a good thing generally for business and for the social 
and economic health of the nation. Any attempt, as I believe, to 
represent the profits other than on the basis of the proceeds of 
sales, less the actual cost expended in producing the sales, and 
loss suffered, if any, from inventory depreciation in current value, 
is fallacious. Confidence cannot be permanently engendered in 
that way. What investors must expect to do in judging the 
profits reported by corporations is to consider them in relation 
to the trend of the times. As Mr. Davis said, the corporation 
using materials which are a major part of the cost in a year of 
rising prices, is in a favored position and can expect to make 
larger profits than in years of falling prices. That is one of 
the factors that investors should take into consideration. How 
are we going to compare the profits of rubber manufacturers, for 
example, with those reported by companies in a business not 
greatly affected by fluctuations of raw material prices? Is the 
business which is in fact affected greatly by shifting raw material 
prices, a hazard of that business, entitled to level out the humps 
in its earnings? Does the investor really want that concern to 
shape its accounts to give an appearance of steadiness in its earn- 
ings? I believe the investor wants to see the results of each 
year reported on its merits and he will then be in position to 
form his own opinion as to whether the profits of a particular com- 
pany are reasonable in view of the trend of current prices. The 
investor does expect fluctuations in profits in certain industries 
following the rise and fall of raw material prices. 


Effect on Management 


And then there is the claim put forth that the base stock 
method has a subconscious effect upon business administrators, 
that it keeps them from becoming over-elated in times of rising 
profits, that it tends to preserve a feeling of equanimity in times 
of depression. We are perhaps face to face with the metaphysical 
question whether the management is affected more by the figures 
than the figures are affected by the management. I don’t know 
that anyone can answer that question, but I think it is asserting 
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too much to claim that it is desirable to level out the humps in 
profits in order to attempt to keep managers from being too optim- 
istic in times of rising prices or to keep them from becoming too 
discouraged in times of falling prices. Professor Slichter touches 
on the same thought in his article. He writes: “With profits 
more stable, the temper of the business community would fluctu- 
ate less from year to year, and the expenditures of business enter- 
prises, the volume of production, and the volume of employment 
would all be steadier.” We may all agree that stabilization is a 
desirable aim, but I cannot subscribe to the thought that you can 
overlook reality—what is actually going on, what is happening to 
demand and supply, scarcity at one time, a boom at another. 
These movements and sudden changes do influence the making 
of profits at the risk of losses. 


Size of Inventory Investment a Management Problem 


As I have said, I think it is important for management, as well 
as for the information of investors, that the losses when they do 
occur should have their effect on the determination of profits in 
the year when they take place and not that the losses should be 
dodged by marking down the inventory at the beginning to such 
a low figure that no loss on the normal stock could occur in the 
future. The incentive to hold out to management is: “Your 
changes in the inventory investment from day to day are your de- 
cisions. Let’s see what you can make for the company with that 
investment.” [I haven’t any panacea to offer for this problem, 
except that I would argue to the end that we ought to stick to 
the facts of the actual investment and the actual costs and the 
actual profits. Try to forestall the losses just as far as you can by 
all the methods of control that you, in your experience, are capable 
of maintaining. Take the gains when you have the opportunity 
in times of rising prices, but look out for the danger of carrying 
too large a stock beyond the time when prices may fall. 

In concluding, I wish to compliment Mr. Davis on his presenta- 
tion. It has been a valuable contribution to the science of ac- 
counting. 
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